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In the present paper, I draw attention to the high-growth economies of China and India, reckoned as "emerging economies" in the literature. Incidentally, both countries-and especially China-occupy center stage in the context of the prevailing global imbalances.
The growth momentum in the two countries and the rapid increases in their official reserves even in the face of the global recession make these two rather special among other developing countries. However, while aspects such as those above are mentioned in the literature, what is often left out relates to the structural changes within these economies, which has a bearing not only within, but also across countries.
In the present paper, we will dwell on changes such as those above in the financial sectors of China and India that, along with most developing economies, have been exposed to the vicissitudes of global finance. In our analysis, we will try to unfold the set of constraints that these two countries had to face in the process of their financial integration.
As we have argued, the above changes often led these countries to lose autonomy in their monetary policy. The outcome has been described in the literature as situations of an "impossible trinity." As we point out, the measures to maintain the three goals of exchange rate stability, capital account opening, and monetary autonomy often turn out as not only impossible, but also contrary to the interests of the real economy-e.g. depressing further the level of activity in a bid to contain inflation. The contractionary effects that result within the country are also likely to spill over to other countries by shrinking the magnitude of import demand from the former. Financial integration also instills added degrees of volatility in multiple markets: for markets of financial assets, commodities, and real estates. As we will observe in the following pages, both China and India have faced added degrees of volatility in all three of those markets since their deregulation.
We initiate the discussion by providing in section I of this paper an account of the prevailing global imbalances, dwelling on countries with large current/capital account imbalances. Countries with current/capital account surpluses per force experienced reserve accumulations in the process. A narration as above is followed by an account, as well as a critical assessment, of interpretations as are often advanced in the literature on issues relating to global current account imbalances. Section II invokes the theoretical premises of what in the literature is known as the "impossible trilemma," of continuing with free capital flows and exchange rate management along with monetary autonomy. While questioning some of the assumptions behind the static framework underlying the above theorem, which is 3 essentially an offshoot of the Mundell-Fleming IS_LM framework for open economies, we draw attention to the relevance of uncertainty and expectations as dimensions that can make the analysis relatively complete. Section III dwells on China and India, providing instances of the trilemma, which include the limits faced in pursuing an autonomous monetary policy to instill growth in the face of instabilities. These instabilities are related to changing expectations in the deregulated financial sector, which include the open capital account.
Section IV brings together the policy conclusions, which question the current ethos of policy making in de-regulated markets.
SECTION I. GLOBAL IMBALANCES AND THE PREVAILING

INTERPRETATIONS
Concerns about the large and continuing current account deficit of the US and the unsustainable debt for countries in Southern Europe have alerted the advanced countries and their policy makers-especially with recent upheavals in the global financial markets. In the analysis of this turmoil, the large imbalances in current accounts of countries is often viewed as the major cause behind the global financial upheavals, thus ruling out other aspects that are no less important. Thus, the US' current account deficit is viewed as responsible for its contractionary effects on the largest economy in the world, with its dampening effects on the global economy. With the dollar being used in the majority of international transactions and continuing to sustain its value in terms of other currencies, the build up of the imbalance leaves it open as to whether the dollar can continue around its current exchange rate in the coming years. A sudden depreciation of the US dollar, as is obvious, is capable of initiating major disruptions in both global trade and payments.
Current account imbalances also relate to countries like Greece, Ireland, Portugal, and Italy, who all have current account deficits resulting in unsustainable levels of debt. The latter has already placed the eurozone in limbo, with short-term measures of debt rescheduling on condition of austerity-often at the initiative of rich European Union (EU) nations like Germany and France.
In the literature, China's trade surplus and US' current account deficit are often paired as major sources of global payments imbalances. As for the US' current account deficit, often US monetary authorities point to the undervalued RMB rate, which they believe to be a major factor behind the US' large trade deficit with China. A negotiation of 4 the dollar-RMB rate, however, naturally remains subject to how China views it. In the same context, reserve accumulations in China and its deployment in US securities are viewed as further evidence of the lack of balance in international payments. Analysis of global imbalances also addresses the steady accumulation of reserves by the emerging economies as a whole-especially in regards to reserves held by China at $3.23 trillion, followed by those of Russia at $516 billion, Brazil at $349.7 billion, and India at $311.2 billion (September 2011). The levels above contrast the stock of reserves held by the euro area as a whole at $873 billion, and by Japan at $1200 billion-not to mention those of the US and the UK at respective levels of $146 billion and $123 billion only, all at end of September 2011 (IMF 2012 From an accounting point of view, current account surpluses and deficits represent imbalances between savings and investment at national levels. To restore balance as suggested, especially for China and other surplus countries having excess savings, deflationary policies are recommended along with revaluation of their national currency.
Given the general attraction of dollar-based assets, the US is often viewed as a "passive" partner only adjusting to the "savings glut" of the East Asian countries (including China). 1 As pointed out by Ben Bernanke in his oft-quoted speech of 2005, current US account deficits have been a consequence of the "savings glut" in China and other East Asian countries, and these countries have been accumulating international assets as a "cautionary step" on the basis of what they experienced during the Asian crisis of 1997-08.
Apprehending problems in continuing with these current account (and savings/investment) imbalances, Bernanke suggested more investment/savings in the surplus /deficit countries, 1 For a position along these lines from a think tank within US, see Dunaway (2009) . 5 which include China and the US (Bernanke 2005) . Responding to a suggestion that had its origin in a recent G-20 meeting, an author from a radically different point of view argued that China should no longer lend to the "troubled" euro-area nations. 2 He also pointed out that by holding a large stock of US securities (which is nearly 23 percent of US bonds) as well as RMB liabilities, China has gotten trapped in the rigmaroles and the uncertainty surrounding the dollar-RMB exchange rate. It is pointed out that the US dollar has devalued by 94 percent between 1929 and 2009. If, at the moment, China acts by sharply unloading the US securities, there could be chaos in the financial market (Yongding 2010) . The same author also mentions the operation of speculation in the Chinese economy, despite the recent official clampdown in the housing /real estate markets and the underground credit network (which is indicated by the recent collapse of the Wenzhou credit market). Incidentally, in recent times, real investment happens to be the major source of fixed asset investment in China. 3 As mentioned in a recent study from the Bank of International Settlements, links between current account imbalances, changes in stocks of reserves, and a financial crisis can be questioned if one considers the gross inflows of capital that impact the private transactions-especially via the banking sector-that, in turn, affect the level of liquidity and credit in the receiving country (Borio and Disyalat 2011) . Others have also questioned the "savings glut" argument as an explanation of the global imbalances and the crisis by pointing out that the large current account deficits incurred by the US are due more to domestic policies (Bottelier 2011) . It has been suggested that as remedial measures, the US needs to rebalance its own economy by keeping consumption growth below GDP growth while strengthening international competition (Bottelier 2009 ).
Arguments related to the global imbalances take a different tone when an explanation is sought in the cost-competitiveness enjoyed by the surplus country (China) in terms of the advantages of cheap labor cost as well as an undervalued exchange rate. Identifying the cost advantage as "enormous arbitrage opportunities in labor rates," a study by Lowell (2010) points at the tendencies for multinational corporations (MNCs) to cluster in such places, "reflect[ing] the economic laws of gravity." However, as a remedial measure, the author 6 suggests a 30-50 percent devaluation of both the dollar and the euro in order that the exchange rates of those currencies "reflect the purchasing-power-parity (PPP) exchange rates of emerging-market countries more closely" (Lowell 2010). There have been related concerns regarding the exchange rate, holding the inflexible exchange rate policy of China and other emerging-market economies as responsible for the continuing global current account imbalances. 4
Opinions on the mounting current global account imbalances, centered on the US and China, thus reflect divergent positions. While a standard position reverberates around the excess savings in China and the undervalued RMB exchange rate argument (which, incidentally, continues to be the official line of thinking in the US), interpretations advanced from other quarters provide a different picture and policy conclusions. But the focus in both has been around the possible consequences of the continuing imbalance on the global economy as a whole; which leaves out the effects at national levels, an aspect we will deal with in the following pages.
SECTION II. CURRENT ACCOUNT SURPLUSES AND POLICY OPTIONS
Attention paid to the global current account imbalances, discussed above, leaves out aspects which include the limited policy options that remain for countries with current account surpluses. The latter relates to what is described in the literature as an "impossible trilemma:" allowing capital account convertibility (CAC) along with a managed exchange rate while trying to maintain an autonomous monetary policy. Of the three variables mentioned above-which comprise the "impossibility" theorem-the option of reversing openness of the capital account by resorting to controls is more or less ruled out, especially in terms of the branch of open economy macroeconomics embedded in the above strategy.
Hence, the choice of policy makers remains between management of the exchange rate (which otherwise moves freely with the market) and national autonomy in monetary policy.
Again, movements in the exchange rate, if left to the market, often clash with other goalsespecially when inflows of capital push up the exchange rate of the local currency, which worsens the trade balance under a "Dutch Disease syndrome." Thus comes the need to manage the real exchange rate, say within a band, at a crawling peg, or at a fixed real rate 7 which maintains the competitiveness of domestically produced goods, which leaves out the third option-to follow an autonomous monetary policy.
What then remains as the conventionally accepted parameters of monetary policy in
an open economy? Situations of excessive flows of capital to a country generate tendencies for local currency to appreciate in the foreign exchange market. The above often leads to efforts on the part of monetary authorities to sterilize the influx of foreign exchange with direct purchases of the latter in the market, which adds to official reserves. The latter, in turn, amounts to an increase in high-powered money-and the related increases in money supply-contributing to pressures on monetary authorities to adopt policies towards inflation-targeting. Consistent with the monetarist frame of analysis (as in the Mundell-Fleming model and in its sequel, the "impossible trinity" theorem), monetary authorities put "inflation targeting" as the main agenda of their action. Little attention, however, is paid to the need to harness monetary policy in the interest of the domestic growth process, which remains as no less important to the national economy. Moreover, there is hardly any attention paid to the related effects in terms of curbs on social sector spending and public investments, which come as a consequence. With inflation targeting as the primary goal of monetary policy in an open economy that has both CAC and managed exchange rates, sale of stabilization bonds has been a convenient tool for achieving monetary stabilization. A problem as above is being faced by developing countries like China, India, and a few other emerging-market economies, with their demonstrated tendencies to accumulate official reserves in key currencies. Increases in reserves are also desired by monetary authorities in order to protect the exchange rate of their national currencies.
The notion of "impossible trilemma," as pointed out by Paul Krugman, is based on the Friedman-Mundell-Fleming IS-LM-BP framework of open economy macroeconomics with implications in line with a flexible exchange rate policy. 5 However, as Palley (2009) pointed out, "The impossible trinity provides an incomplete policy menu that leaves much off the table. This omission includes a) coordinated monetary policy across countries; b) managed exchanged rates between countries; and c) managed capital flows." The "menu" above, however, leaves much to be fulfilled, especially in the context of the current global financial scenario. 8 Further analysis of the notion of the "trilemma" offers a contextualization of it in terms of the prevailing pattern of global financial flows and imbalances. Interpreting the large reserves held by some emerging economies, it is maintained that "in the absence of a major reform of global financial architecture, emerging markets remain exposed to sudden stops and deleveraging crises" (Aizenman 2010). These economies thus had an additional urge to hold these reserves as a precautionary measure. According to this study, these countries are thus faced with what has been described as a "quadrilemma," rather than a "trilemma," which is explained by the "self-insurance" motive on the part of those countries faced with additional uncertainties in the global financial market. The study also points at financial deepening (as recorded in the rising M2/GDP ratio) as one more reason on the part of those countries to maintain higher reserves as a measure to tackle possible flights of capital by domestic residents.
A qualification, as above, while adding a new dimension concerning "uncertainty," also succeeds in revealing the conceptual weaknesses of the formulation that we hinted at earlier in this paper. Thus, the trilemma (or even the quadrilemma) essentially postulates a static framework in terms of the intersecting IS-LM-BP framework. With exchange rates, monetary policy (including interest rates), and both the magnitude and composition of capital flows all being subject to volatility that is hardly predictable, policy options faced by the concerned countries remain even more constrained-an aspect that provides an interpretation of the high reserves maintained by those countries. The latter, in turn, impacts the policy options in several ways. Thus, the prevailing pattern of international financial transactions and the global current account imbalances, while generating the "excess" reserves held by the emerging-market countries, need to be viewed in the context of the uncertainties and the related compulsions as are per force faced by these countries in the deregulated financial market.
SECTION III. POLICY OPTIONS IN THE EMERGING MARKETS OF CHINA
AND INDIA
One can, with the above background, provide a better understanding of related policy issues in the high-growth countries like China and India, much of which are induced by developments in the global financial markets. Contrary to the notion of a "savings glut" suggested by Bernanke and some others, both countries have somehow been subjected to a 9 path of passive adjustments, to inflows of speculative (or other) capital that originate from overseas and are thus external to their economies. The adjustments affect their options in formulating their domestic monetary policy, which includes responses to the changing money supply, changes in interest rates abroad, and other related matters.
China
China's integration into the global markets was matched by spectacular increases in its trade China has been experiencing twin surpluses between its current and the capital account. This has contributed to the accumulation of official reserves, which at around $3.18 trillion, is unprecedented by any previous record. We analyze below the related domestic impact in the domestic economy, which, as pointed out above, not by posing a "trilemma" (or "quadrilemma"), can also be operative in limiting options to official policies.
To reiterate what we have already mentioned earlier as the trilemma under open capital account, entry of capital from overseas tends to have its initial impact on the nominal exchange rate of the domestic currency. To avoid an appreciation of the domestic currency, monetary authorities often resort to direct purchases of foreign currency, which simultaneously generates high-powered money (reserves) with proportionate additions to domestic money stock. Thus, reserves, as high-powered money, provide sources to additional supply of money, an aspect which adds to the pressures on monetary authorities to tighten money supply. To avoid further additions to liquidity in the market, the monetary authorities often tend to sterilize a part of the additions to money supply through sales of official bonds (open market operations). Additionally, the monetary authorities also tighten credit by using other tools (like cash-reserve ratios, statutory liquidity ratios, hikes in repo, reverse repo rates, and prime lending rates) in a bid to control the inflationary tendencies that may result from monetary expansion. Policies such as these, prompted by financial flows from abroad, not only deprive the receiving countries of their autonomy in the choice of their economic policies, but can also interfere with goals to achieve growth and expansion for their real economy, especially with contractionary effects on supply of credit.
As for China, the continuing trade surpluses and the rising capital inflows (especially foreign direct investments) that have continued along with a managed exchange rate policy have led to steady increases in officially held reserves. One observes continuous monetary expansions, especially over the last decade (see Appendix: Chart B). The monetary authorities injected liquidity further after 2008 by using fiscal expansionary policies, a reversal of open market policies (by stopping sales of bonds), and with adjustments in the cash reserve ratios maintained by banks (see Appendix: Chart A). The measures led to liquidity expansions in the market and a lowering of interbank lending rates, which fell even below deposit rates. The trend continued and M2 went up successively during the following 11 years. As held by some, the changes signified a monetary policy which was "too loose," and that "in accumulating the large stock of US Treasury bills, China 'faces a triple whammy' by facing possible capital losses with a possible drop in dollar exchange rates and in prices of the T Bills, plus an inflationary pressure in the domestic economy" (Yongding 2009 ).
Views held by scholars differ as to whether China has retained autonomy in her monetary policy in the face of the obstacles underlying the trilemma and its impossibility.
According to a study by Reade and Volz (2010) , the test should not rely only on whether short-term interest rates in China are driven by the Fed's monetary policy (i.e., US interest rates). The authors argue that by employing capital controls and by relying on measures other than interest rates, China has been able to maintain "relative autonomy" in monetary policy. Thus, the use of policy devices "other than interest rates" (like reserve ratios, open market operations, etc.), in essence, is also part of the package of monetary policy followed by China. From this angle, interest rates have not always been the primary instrument of policy in the country (Reade and Volz 2010) . Incidentally, the logic applies to countries like India, as well, as we indicate later in this paper.
As for related studies in the literature, we can also refer to another study by Patnaik and Shah (2010) on the "impossible trinity" question as it relates to Asian economies. While we do not share the prescriptions offered by the authors to use flexible exchange rates as a way around the impasse in the trilemma, we agree with what the authors view as similar situations of a trinity in high-growth Asian economies like China and India. Using measures of capital account openness by means of the Chinn-Ito database and also the gauge of financial opening (or integration) by using Lane-Milessi-Ferretti calculations (which rely on ratios of stocks of financial assets plus liabilities to cumulative flows of GDP), the study arrives at a measure of de jure capital account opening for China and India during recent years. Indicators as above, matched with exchange rates that are rather inflexible, have led these two countries, as pointed out in the paper, to situations of an "impossible trinity."
Monetary policy (or management), as we have emphasized earlier, consists of a package that includes the different tools that can be used to influence the level of liquidity. Thus, use of interest rates is but one of many devices that include cash-reserve ratios for banks and sale of bonds (open market operations). It is possible to observe that Chinese monetary authorities have been consistently making use of all three above in a bid to contain the changing level of liquidity as well as the movements in the price index. Considering first the correlation results at 1 percent level of significance, we observe the following:
1.
Changes in reserves and those in money supply are positively correlated, as is expected when policy changes in interest rate are guided by changes in money supply. The result holds for both monthly and annual data for 2006-2010 (see Appendix: Tables 3 and 4 ). 9 The pattern tallies with the data released by the People's Bank of China (PBoC), which indicates a drop in the consumer price index (CPI) between the first and third quarters of 2009 by 1.1 percent (on yoy basis) and a drop in CPI at (-)1.3 percent during the third quarter, itself, of 2009. Loans offered in domestic currency during the quarter expanded by 34 percent (yoy) while cuts were announced in reserve ratios, and sale of bonds were fewer (or none)-all in an effort to revamp the economy from its post-crisis slump (PBoC 2009). 13 2.
Money supply and bond sales are positively correlated, as is indicated by annual data for 1998-2010 (Table 1) . Again, this is expected, and shows use of monetary policy to ward off expansions in liquidity.
3.
Reserves and exchange rate of RMB, however, has a negative relation during 2006 and 2010 (Table 3 ). This can be interpreted by the management of the exchange rate in China, which continued even after the delink with the dollar in 2005.
Looking at the results at 5 percent significance level, the following can be reported:
1.
Sale of bonds and movements in prices (CPI) bear a positive relation between 1996 and 2010 (Table1). This also shows a perceptible effort on the part of monetary authorities to control prices by sales of bonds.
2.
Money supply (M2) and reserves are positively correlated on the basis of annual data 1998-99-2010 (Table 2) , a result that is also confirmed at 1 percent level for the same period (Table 3) , as reported above. The link confirms the impact of trade surpluses and net capital flows on money supply via changes in official reserves.
3.
Lending rates and bank rates also move together, which is expected (Table 1) . open market operations were used more effectively, and interbank interest rates were increased (Yongding 2009 ). One can notice the sharp swings in interest rates, with the lending rate ranging between 5.3 percent to 12.6 percent, and the bank rate between 2.7 percent to 10.7 percent between 1990 and 2010 (see Appendix: Charts A and C). do not add much to the above argument but unfold some other aspects that we will indicate later). 16 We also tried to test the causal links between changes in some variables by using regression results with significance at 5 percent level, while using quarterly data between 2000 and 2010 (Table 6 ). The results explain changes in interest rates as a positive function of growth in M 3 and also inflation rate as a positive function of changes in GDP. Evidently, interest rates set by the monetary authorities during this period were in response to the supply of money, while, as mentioned earlier, the latter was subject to changes in the external sector transactions. However, the results indicate a negative causality between the same variables as we regress the data set for a longer period between 1991 and 2010 (Table   7A ). The explanation rests on the standard inverse links between the interest rate and money supply in a market-determined system, with a rise in money supply existing with dampened interest rates. In contrast, the earlier case is one where monetary policy takes the lead to fix the interest in response to changes in money supply itself, as has happened since 2000 in India.
Results
A pattern as that above clearly indicates a loss of monetary autonomy on the part of policy makers and moves that may be contrary to the interests of the real economy. As an example, as well as inflation rate. 17 Finally, as can be observed, growth rates in M 3 do not bear any significant relation to price changes (Table 6) , thus disputing the quantity-theoretic argument in strategies of inflation targeting. Prices, as can be argued, are also influenced by factors other than sheer money supply (e.g., supply of output).
On the whole, our exercise with data confirms the argument proposed in earlier sections of the paper that monetary policy in India has been subject to the exigencies arising
out of the open capital account and the need to both manage the real exchange rate of the rupee at a competitive level and control inflation.
We now analyze some additional implications of the monetary policy package, and in particular, the effect of monetary sterilization by means of bond sales. The latter, sold to the public, necessitates the payment of interests in the budget. This adds to expenditure in the fiscal budget, which, again, is subject to the restraints of the FRBMA which limits the size of the deficit. We find that as a consequence of the rising interest bill, the deficit in the primary budget (which is fiscal deficit less interest payments), measured as a proportion of GDP, is further reduced (Table 7) . With head of expenditures in the primary budget including subsidies, capital expenditures, and defense expenditures, a major brunt of the cut in the primary deficit has fallen on subsidies, which have shown a decline both as shares of GDP and as shares of government expenditure in recent years (Charts G, H, I).
The patterns indicate the following:
1. The relative drop in primary deficit as compared to the fiscal deficit, largely with steep increases in interest payments on government bonds that were sold to the public over the last few years.
2. The rising levels of market borrowings in recent years.
3. The changing composition of expenditure in the primary budget, 12 with the rising level of interest payments in fiscal budget far exceeding the payments under heads of subsidies and capital expenditures, the latter being entered into the primary budget.
An outcome as above as described in this section on India signifies a trade-off between achieving what is considered "financial stability" (inflation targeting, exchange rate management) on one hand, and the developmental goals of a country which include the pitching of a growth-inducing interest rate and commensurate levels of social sector spending on the other. The dominance of finance in policy making for the developing economies is clearly visible in these measures, following the dictates of global finance with compulsions that make for a selection of policies that are not necessarily conducive to the interests of their real economy.
The trilemma (or quadrilemma) that India has been facing with the closer integration into global financial markets has thus not only constrained its monetary policies (which have been consistently side-tracking the interests of real growth), but has also changed the composition of public expenditure-away from distributional justice to the rentier interests.
Examples are not difficult to find, with RBI's use of inflationary targeting in recent times (which includes tightening of credit and successive rounds of hikes in primary lending rates and reserve ratios), despite the low growth performance of the economy, especially in the industrial sector.
CONCLUDING NOTES
Both the narrative and an analysis of the global imbalances that exist in the literature remain incomplete unless they capture the part of the story that relates to the experiences of the emerging economies that are experiencing the surges in capital flows. In addition to disregarding the implications of the capital flows on their domestic economies (especially in terms of the "impossibility" of following a monetary policy that suits growth in the domestic economy), such analysis fails to recognize that both uncertainty and changes in expectations are factors behind the build-up of large official reserves-often as a precautionary measure.
The consequences, as discussed above, are more than one, affecting the fabric of growth and distribution in these economies. Incidentally, it is the flow of gross capital (rather than the net current account imbalances) that plays an instrumental role in the concerned economies by influencing the banking system, which is an argument which applies to the advanced countries as well. (-)0.9*** 1 Money supply 0.98** (-)0.8 Note: *, **, and *** indicate statistical significance at 1, 5 and 10 percent level. The monthly figures are converted to annual, and money supply is one year lag. Source: PBoC 2011b (-)0.32 (-)0.06 0.5*** 1 Bonds (-)0.29 (-)0.06 0.60** 0.98* 1 Note: *, **, and *** indicate statistical significance at 1, 5 and 10 percent level. 
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